Abstract
Introduction
All stars seem to be perfectly aligned for Latin America in global financial markets. Spreads on sovereign bonds are at an all-time low, at least since the current era of emerging economy bond markets began in the 1990s. With modest financing needs-thanks to strong fiscal positionsgovernments have an easy time finding willing investors for their new placements. Under these favorable conditions, governments have been able to begin improving the profile of their obligations and increasing the share of domestic-currency denominated instruments, which for the first time are also attracting the interest of international investors. Latin American private corporations and banks are also drawing on international debt markets in record volumes.
Moreover, domestic bond markets are also making substantial progress. Their development is supported by the growth of private pension funds' assets and the increasing presence of foreign investors, as well as the creation of new structured financial instruments and improvements in market infrastructure and regulation.
Yet the recent history of emerging market debt has been punctuated by abrupt ends to periods of bonanza. Whether the current favorable trends will constitute a durable change depends on the nature of the forces that are supporting the current environment. Has there been a change towards a more stable investor base for emerging markets? Is the increase in investors' appetite for local currency instruments a reflection of a desire for portfolio diversification or merely the response to a temporary profit opportunity? Have fiscal policies and debt management policies in Latin America learned the lessons of the turbulent 1990s and reduced critical vulnerabilities?
It is perhaps in these favorable times when it is most appropriate to ask what the IDB and other international financial institutions can do to help consolidate the positive trends and prevent new sudden stop episodes in Latin America. The IDB could, for example, design the management of its own liabilities to support the development of local currency and/or indexed instruments, and, in fact, it has started to move in this direction. The IDB could also work with its member countries to help them improve their risk profile and create new instruments with better risk characteristics. On a global scale, the IDB as part of the international community could take the lead in reviving discussions to improve the international financial architecture. This is in fact an appropriate time to consider proposals including "country insurance" facilities, where countries that meet certain conditions gain automatic access to financing if their fortunes take a turn for the worse, and market stabilization funds, which can intervene in markets if panics or widespread contagion set in. These are worthy ideas that could help prevent new crises but, during tranquil times, the international community tends to lose the sense of urgency to take action.
International Markets
The 1990 Mexican debt restructuring under the Brady Plan ushered in a new era of international bond financing for Latin American countries. During the last period of financial globalization, which largely ended with World War I, bond finance had been extensively used by the emerging economies of the time. Most emerging market bonds defaulted in the 1930s, and when the next wave of international lending came about in the 1970s, the traditional bond instrument was replaced by syndicated loans provided by international banks. This period ended with the widespread defaults of the 1980s, and the restructuring of those obligations under the Brady Plan marked the return to bond financing.
The Mexican Brady restructuring was followed by similar operations in 20 other countries in the following years, and by the early 1990s an active market for these bonds was in full swing. Supported by strong, if sometimes fickle, investor appetite, sovereigns in Latin America and other emerging markets started to issue Eurobonds and Global bonds in the 1990s, which started to displace the original Bradies, and now dominate the markets. In fact, most countries preferred to replace the Brady bonds because they felt that their origin in the restructuring of defaulted loans was a reminder of a tainted past, and certain features-such as partial guarantees-that were introduced to facilitate an agreement with creditor banks were not attractive to the current bond investors. Of the total global volume of $175 billion of Brady bonds that was issued, only just over $10 billion remain in circulation now, after buybacks (including some already announced), amortizations, and some new defaults and restructurings that have occurred in the past few years. Latin American countries have been the most active in buying back or exchanging their Brady debt and their share in these instruments has fallen sharply ( Table 1 ).
The retirement of the Bradies is in fact a sign of the strength of the emerging economies' sovereign bond market, which has gained significant proportions in global capital markets.
According to BIS figures, the total outstanding international sovereign emerging debt reached about $450 billion in 2005, of which Latin American debt accounted for about $240 billion. The emerging economies total represents almost 1/3 of the global supply of international government bonds ( Table 2 ). The international debt securities of corporations and financial institutions in emerging economies are fast approaching the level of government bonds, and reached almost $390 billion in 2005. Nonetheless, Latin America accounts for a much lower share of private borrowing than of government borrowing in international markets. The share of emerging markets among world private bonds is also lower, but still amounts to 9 percent of corporate debt. Emerging markets have a much smaller share of the market for bonds issued by financial institutions (Table 3 ).
The secondary market is active and liquid for most assets. EMTA (the Trade Association for the Emerging Markets) has been surveying its members and compiling data on secondary market trading since 1993. Trading was relatively light in the early years when the instruments were still new and the investor base was starting to develop. Subsequently, trading reached frantic levels during 1997-98, in the context of a series of financial crises and unsettled conditions in many financial markets (Chart 1). Turnover in Latin American issues tends to be higher, reflecting large holdings of Latin American, and in particular Mexican, paper by international investors who are members of EMTA.
In assessing the volume of emerging debt in global markets, it is noteworthy that not all bondholders are international investors. Many of the holders of emerging market debt are in fact residents of the issuing countries, who acquire the securities either in domestic exchanges or through international accounts. Although there are no reliable data to estimate a breakdown of bondholders by residence, there is broad anecdotal evidence that holdings by residents are indeed significant. For example, surveys conducted in connection with the recent Argentine debt restructuring suggested that institutional and individual residents of Argentina held as much as 75 percent of the outstanding sovereign debt in 2001-2002. 1 As had been the case during the previous historical era, spreads on emerging markets' bonds display a high degree of volatility. It has been noted that even in the prosperous 1870-1913 period, the volatility of returns was still quite high (Mauro, Sussman and Yafeh, 2002) . In fact, a comparison of the volatility of spreads in the historical period and the modern era reveals that volatility was of the same order of magnitude relative to spreads in both periods.
2 High volatility may be a pervasive feature of these instruments because the fundamental economic factors that underlie the creditworthiness of sovereigns are highly volatile themselves. For example, in many emerging economies, government revenues are highly dependent on commodity export prices and economic growth, which are subject to large swings over time. If government debt is largely denominated in foreign currencies, the volatility of the exchange rate will also result in large changes in the relative value of debts and the creditworthiness of the sovereign. Moreover, the repayment capacity of a sovereign is in general harder to pin down than that of a private firm, where equity prices and debt-to-equity ratios provide precise information on the value of the debt. There is no comparable market valuation for sovereign debt. Moreover, should a default occur, the recovery value of government bonds may be harder to predict because the framework for sovereign restructuring is less well defined than is the case with private borrowers.
The new element of the 1990s has been the occurrence of frequent "sudden stop"
episodes (Calvo, 1998 than in the 1990s, the ratio of the standard deviation to the average spread was broadly similar in both eras (Mauro, Sussman and Yafeh, 2002) . 3 LTCM refers to Long-Term Capital Management, a hedge fund whose collapse led to large losses for other financial institutions and resulted in severely disruptive conditions in global financial markets, including emerging economies' bond markets years in a typical 10-year bond specification.
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These seem to be excessively pessimistic prospects. Further, these episodes of panic have not been very long lasting, which makes them even less likely to be an actual reflection of the fundamental economic conditions in the debtor country. In fact, the EMBI tends to come back fully to previous levels within 24 months of the sudden stop. This "mean reversion" feature seems to be exclusive to the emerging bond markets, as it is largely absent from other bond markets in the United States and is much lower in equity markets. For example, US equities, as measured by the SP 500 index, have been found to display a certain degree of mean reversion, but this is 10 times smaller in magnitude than the EMBI's mean reversion. High yield bonds in the US ("junk" bonds) show virtually zero mean reversion.
Another sign of the intense turbulence that has affected these markets is the high degree of correlation between individual assets. It is also telling that correlation has increased sharply during periods of distress (or sudden stops). This "contagion" effect was particularly strong during the Tequila and the Russian-LTCM crises and generated considerable debate over the extent to which investors were assessing the economic conditions of each country individually. It is true that the underlying risks that affect emerging economies are somewhat related, in part because economies in the same region tend to maintain close trade and investment linkages. But the degree of correlation in emerging market debt in the 1990s seems unwarranted. The correlation between individual assets in other markets is typically much lower than between emerging markets, particularly during sudden stop episodes.
The contagion phenomenon raised considerable concern within the international community because, if crises are easily transmitted within and between regions, the ability to respond by providing liquidity support diminishes significantly. But the tendency toward correlations between emerging markets were much higher until 1999-and especially during the Tequila and the Russian-LTCM crises-they are now broadly the same.
Volatility and contagion are a reason for concern because they may become a bigger problem than temporary high spreads and liquidity shortages. It is possible for negative expectations to become "self-fulfilling," and what started as a more or less unwarranted market run may create a dislocation in the domestic economy that seriously hurts the repayment ability of the country. This may happen because the international market "closure" may trigger high domestic interest rates and sharp exchange rate depreciations, especially if debt is short term and international reserves are not plentiful. These may have a large negative impact on the domestic economy, especially when the banking system is vulnerable to these shocks. Sometimes, the policy response may result in deeper crises, for example when the government resorts to general deposit freezes to protect the weakest institutions, with devastating effects on economic activity.
The result is that the creditworthiness of the country will be severely impaired, as the recession hurts government revenues and the burden of debt soars with the cost of bank rescue operations and the effect of the exchange rate depreciation. The initially unwarranted panic has resulted in a real insolvency problem.
Currently, we are at historically low EMBI spreads, and volatility and contagion seem to have receded to normal levels for the whole asset class. Has market dysfunctionality been cured, or is this only another temporary period of calm waters before the next storm breaks?
Signs That Markets Are Changing
Policies have strengthened in the Latin American countries, indicating that the experience of past crises has not been in vain. Against the backdrop of strong economic performance, primary surpluses have increased significantly in many countries, supporting a reduction in debt-to-GDP ratios and improving solvency positions. Countries hold much larger reserves than a decade ago, and less short-term debt, which reduces external financing needs and allows them to be better prepared to face unexpected shocks. In fact, the region is posting large current account surpluses under extremely favorable terms of trade and strong foreign demand. In line with these developments, most countries in the region have achieved higher ratings with the international credit rating agencies recently, and Chile and Mexico are already in the "investment grade"
category.
There is evidence of a progressive process of learning, where investors are increasingly able to better assess risks on the basis of fundamentals and differentiate countries on a firmer basis. When information is costly to gather, and a country does not represent a large share of assets, portfolio managers will instead focus on reading a developing trend from small market fluctuations and will tend to herd together, which in turn results in higher market volatility. It should be recalled that when this bond market started in the 1990s, economic information was harder to come by and often less accurate. Some of the most important currency crises of the 1990s came as complete surprises, in part owing to the lack of information-or the presence of inaccurate information-on the level of international reserves. Today, much more economic and financial information is available about each country, and governments make an effort to disseminate it through investor relations offices and other means of communication. This helps investors assess risks better and differentiate between countries.
The increasing sophistication of investors is also reflected in their demand for local currency instruments, inflation-linked bonds, and the recently issued Argentine GDP-linked unit.
Since 2003 a number of Latin American countries (Brazil, Colombia, and Uruguay) have placed domestic-currency-denominated government bonds on foreign markets for the first time. The
Mexican oil company, Pemex, has been able to float bonds denominated in pesos abroad as well.
These bonds are in local currency, as noted, and are reasonably long term (they mature between 2010 and 2016). These are very important first steps to create a more resilient profile of external debt. The question is whether they can be followed with further issues and at costs that do not result prohibitive. In part, governments have turned to foreign currency borrowing because of the high cost of borrowing in domestic currency. Middle Eastern "petrodollars." Investors such as pension funds and insurance companies have also been in a process of broadening their portfolios by incorporating new asset classes, and now it seems to be the turn of emerging market debt. These "strategic accounts" are believed to follow a buy-and-hold policy, and thus provide a more stable source of demand. These developments may contribute to reduce market volatility for two reasons. First, a more diverse investor base would contribute to stability because investors who follow similar strategies tend to react in the same way to news or economic shocks. Second, investors with a longer horizon are more likely to focus more squarely on the economic fundamentals in the borrowing countries rather than chasing current trends.
Reasons Why We May Not Yet Be Safe
There are also some reasons to be cautious about the current situation. For starters, the improvement in fundamentals, while noticeable, is quite difficult to characterize empirically. In particular, while economic fundamentals are undoubtedly stronger throughout the region, their strength is in great measure due to external factors, such as terms of trade improvement and growth in the global economy, as well as abundant liquidity and relatively high investor risk appetite. Indeed, a large fraction of the decline in spreads (and yields) can be attributed to these positively correlated global drivers rather than more robust improvements in economic fundamentals. Explaining emerging market bond spreads on the basis of economic variables that represent the strength of the domestic economy would predict spreads levels that are significantly higher than what is currently observed (Chart 4).
8
In this context, some question whether the policy framework has improved to take full advantage of favorable external conditions. If the current confluence of high export prices, strong demand in the global economy and low interest rates were to change for the worse, it is not guaranteed that the Latin American economies could meet such a challenge without difficulty.
In addition to strategic investors, hedge funds, whose assets have grown exponentially in recent years, seem to be gaining in importance in emerging market debt markets. Hedge funds pursue investment strategies to take advantage of market anomalies and, in the process, contribute to make such anomalies smaller, which should be considered a positive factor for market stability. 
A New Factor to Watch
There has been huge growth in credit derivatives. Credit default swaps now amount to about 20 percent of the face value of EM sovereign debt. This could be a positive factor, by providing for a better risk distribution, but there is also the risk that some investors have taken large positions without understanding them very well, and that a shock may cause this market to unravel. The largest risk would be on the side of investors selling credit default swaps (CDSs), namely selling insurance against default on bonds of some country. If conditions turn unexpectedly for the worse in the underlying country, those investors would make large losses and if they cannot absorb them, a run may ensue that sends bond prices even lower and spreads higher.
Domestic Markets
Developing bond markets would enhance the capacity of public-and private-sector borrowers to issue relatively long-dated, domestic-currency-denominated bonds in Latin America. This would entail a number of benefits. For the government, access to a stable domestic currency source of financing would help avoid public debt liquidity crises, and permit a better management of government debt. For investors, domestic bond markets would represent a meaningful broadening of their portfolio opportunities. For private firms, access to debt markets can be cost effective and reduce their exposure to the prolonged credit crunches that arise in periods of banking distress. Access to bond markets has come to be seen as a valuable "spare tire" for the financial sector in economies vulnerable to frequent banking crises. as a share of GDP are much larger than in Emerging Asia, and they also account for a larger proportion of the market than is the case in the advanced economies, although in Emerging Europe markets are dominated by government bonds to an even larger extent.
But things look different if we instead scale bond market capitalization by the size of the domestic financial system (Domestic Credit in Chart 6). Now Latin American markets are larger than those in Emerging Asia, and are respectable when compared to advanced economies (It is, however Emerging Europe where the contrast is largest when applying this metric). In Latin America, evidently, it is financial sectors as a whole, and not merely bond markets, that are underdeveloped. This suggests that the growth of bond markets is part of the organic process of financial market development, and that countries in the region will develop deep and liquid markets in debt securities only once they have succeeded in reducing the larger obstacles to their overall financial development. Indeed, the development of banking systems and the development of bond markets have a number of prerequisites in common. In both cases, confidence requires a reasonable level of information disclosure, under the authority of a supervisory agency or securities commission. The development of both a bond market and a sound banking system requires strong creditor rights and an effective system of corporate governance, so that small creditors can be assured of being dealt with fairly. In both cases, confidence among depositors and investors may require macroeconomic stability, so that depositors and investors do not fear that the value of their claims will be inflated away, and strong creditor rights, so that they are confident that they will get a square deal in the event of a debt or banking crisis.
In addition, the fact that bond markets grow in tandem with the rest of the financial system, which means in practice with the banking system, suggests that banks and bond markets are more accurately characterized as complements rather than substitutes. Banks provide underwriting services for prospective issuers, advising the issuer on the terms and timing of the offer. They provide bridge finance in the period when the marketing of the bonds is still underway. They additionally provide distribution channels for government bonds and form an important part of the primary dealer network. Their institutional support may also be conducive to secondary-market liquidity. Finally, banks, owing to their relatively large size, can be major issuers of domestic bonds themselves. 10 While some of these services can be purchased from foreign banks, the costs of doing so can be substantial. And for some functions, as with the provision of a distribution network to local retail investors, foreign banks may lack the relevant institutional capacity. All this suggests that bond market development should not be seen as an alternative to the development of an efficient banking system but rather as part of a single organic process.
Latin American local debt securities are also distinctive in characteristics such as maturity, currency denomination and type of interest rate. Compared to the aggregate of emerging market economies-and even more so when compared to the emerging economies of East Asia-there is a striking scarcity of local currency, fixed interest rate, long-term bonds in Latin American markets (Chart 7). Floating rate bonds and bonds indexed to inflation and foreign currency bonds are all more frequent in Latin America, again as a result of memory of the inflation history in the region that is slow to recede in the minds of investors. It is perhaps revealing of the relative backwardness of these markets that in Latin America bonds have largely served as short-term instruments only.
The Future of Domestic Markets in Latin America
What has held back the development of long-term, domestic currency bond markets in Latin America? Are these factors likely to persist or are recent developments an indication that markets are on the verge of accelerated expansion? A number of issues affect the growth of bond markets, some common to most emerging market economies, some idiosyncratic in Latin Years of budget deficits have led to large government bond issuance in many countries in the region. Government bonds have an important function for financial markets, which is to provide a benchmark yield curve spanning a range of maturities. But one has to wonder about the extent to which the overwhelming size of government debt in some country has crowded out private bond issuance, especially where private saving is fairly small by international standards.
Moreover, the usefulness of a government yield curve is somewhat diminished in cases where government debt is concentrated in short maturities or is basically composed of a floating rate with an overnight reference rate. And government debt cannot be considered completely risk free in Latin America, even when it is local currency denominated and pays a fixed interest rate. In some countries, the problem is the small size of the economy, which makes it difficult to develop secondary liquidity, and the small size of potential corporate issuers, who may not be able to spread the fixed costs of placement over an adequately-sized bond placement. Some country studies have highlighted that, given large fixed costs, small-and medium-sized firms are unlikely to use bonds. As Chart 8 shows, there is a positive correlation between firm size and the size of the corporate bond market. 13 The correlation is particularly strong when we measure corporate bonds as a share of M2, indicating that for a given size of the financial system countries with larger firms are more likely to develop a corporate bond market. Note, however, that there are several Asian countries with a corporate bond market that is much larger than what would be predicted by firm size.
The Way Forward: New Investors and New Instruments
Local bond markets are showing new strength and vitality in the Latin American region. The impetus is coming from the increasing importance of local institutional investors, especially pension funds, the increased appetite displayed by international investors, and the emergence of new structured instruments that allow a broader range of borrowers to reach the market.
The importance of institutional investors is not limited to Latin America, but Latin Looking forward, this segment of demand is going to expand vigorously in Latin
America and may permit a significant increase in the scale of bond markets. Pension funds, in particular, will see fast growth in their assets because pension reforms are relatively recent.
Other institutional investors can also be expected to gain importance as financial systems develop, and they all have a natural inclination towards bonds. Pension funds and insurance companies have long-term liabilities denominated in domestic-currency terms; it therefore makes sense for them to match these with long-term domestic-currency investments. Banks demand government bonds in order to satisfy prudential requirements. Mutual funds, for their part, enable individual investors to diversify away the risk associated with individual bonds by holding claims on a broad underlying investment portfolio. The downside may be that many institutional investors-pension funds and insurance companies in particular-follow buy-andhold strategies that would reduce liquidity in the markets, at least as measured by turnover. Less liquidity can make participation less attractive for retail investors. This would stress the importance of the entry of a new participant into the markets: foreign investors.
Participation by investors from outside the region appears to be particularly important for the development of deep and active bond markets in Latin America. Data on foreign investors' positions in local markets are incomplete, but there are clear signs of increasing positions in local 13 The figure measures firm size by computing the assets of the largest 100 firms as a share of GDP and regressing this measure on GDP (as a way of acknowledging the fact that, by construction, this ratio is negatively correlated with country size). The residual of this regression is the measure of firm size. 14 See IMF (2005a).
instruments by international investors. The survey by EMTA, for example, reveals a sharp increase in the volume of local instruments traded by international investors; in fact, in the last two years turnover of local instruments surpassed that of global instruments in the EMTA sample (Chart 9). In Mexico, foreign participants are reported to hold more than 50 percent of the government's 10-year bonds and more than 80 percent of its 20-year bonds.
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However, foreign investors are most inclined to take positions in countries with larger bond markets-Brazil, for example-where liquidity is already the greatest.
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By removing some of the tax burden on foreign investors, the Brazilian authorities have sought to capitalize on this interest and retire foreign debt from the market, replacing it with domestic-currency issues.
To be sure, there is also a foreign demand for "exotics," or the less liquid bonds of smaller countries. But this phenomenon is quantitatively limited; for most investors, the limited liquidity of exotics, together with the lack of hedging instruments, the fixed costs of obtaining information about issue quality, currency risk, etc. in smaller markets, limits foreign demand. Foreign investors prefer the liquidity of bonds of larger countries and of their governments in particular.
New Instruments: Securitization
Asset-backed securities are a fairly new family of financial instruments in Latin America, but they have been growing rapidly in the past two or three years, and show interesting potential.
The instruments include mainly securities that enable firms and financial institutions to securitize their receivables, mortgage-backed securities, and commercial paper. Several countries are creating the legal framework that permits the development of this type of instruments. In Brazil, the development of mortgage-backed securities ("certificado de recebiveis imobilarios," or CRIs) and receivables investment funds ("fundos de investimentos em diretos creditorios, or FIDCs), with impetus from the Central Bank and the securities and exchange commission, was a significant step in widening the market. Issues of these two instruments grew by 2 1/2 times in 2005, and amounted to the equivalent of $ 4.5 billion.
Argentina is an interesting example where asset backed securities provided something of the Mexican peso market (for a total of more than US$900 million), the bank has also issued bonds denominated in Brazilian reais, Chilean pesos and Colombian pesos (Table 4) .
IDB issues in domestic currencies serve two purposes. First, they provide funding that could be used for local currency loans to its member countries, which is a sensible option for many projects whose revenues are not at all related to the exchange rate. Second, given its prime borrower rating, the IDB expands the range of available credit risks in local currencies, both in domestic and international markets. This can help attract more investors to local currency instruments and develop a benchmark yield curve that is valuable to price and gives liquidity to instruments issued by a range of borrowers. Nonetheless, the process should be managed carefully. Governments are typically the highest-quality borrower, particularly in domestic currency, even if they are not completely risk free. The entry of the IDB may in some circumstances crowd out access to markets by member country governments.
Another, more mundane, way in which the IDB can contribute to the development of local bond markets is through loans to support the most needed upgrades in the infrastructure in domestic securities markets, supporting, for example, building a complex bond market infrastructure-a trading platform, a clearing and settlement system, an efficient bankruptcy and insolvency code, and a speedy and even-handed judicial system Finally, how to prevent a new sudden stop? Emerging economies in Latin America and, especially, in East Asia, have been trying to insure themselves against such a contingency by accumulating international reserves. But this "self-insurance" approach is costly and inefficient.
Initiatives to pool international reserves among country groups and make them available to a member in need are a step forward. But these initiatives, basically FLAR (Fondo Latinoamericano de Reservas) which comprises five Andean countries and Costa Rica) and the more recent Chiang Mai initiative in Asia, are still quite small in magnitude and largely untested.
The IDB could support the development of this type of arrangements in the region by various means. Countries could also obtain a measure of insurance by means of financial instruments volume of trading and therefore to enable foreign investors to close out positions without moving prices.
such as growth-linked bonds and commodity price-linked bonds. In fact, a change in the debt composition in the direction of more domestic-currency denominated debt already goes in this direction. The question here is the cost of these instruments and what the IDB can do to support the development of these markets. A different approach is to focus on the market for emerging debt directly. The fact that asset prices fall excessively during sudden stops (as discussed above)
provides an opportunity to intervene in the market to help preserve stability without expecting to make losses. This underpins ideas to create a fund that would follow a rule to acquire underpriced bonds and to sell them gradually during more normal times. These types of proposals are financially viable, although they may be politically difficult (Calvo, 2005) . 
